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SUBJECT- El i m nat es sunset/ Excl usi on/ 50% of Gain From Sale O Qualified Small

Busi ness Stock Held For More Than 5 Years

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of hill as
introduced/amended

AMENDMENTS IMPACT REVENUE. A new revenue estimate is provided.

AMENDMENTSDID NOT RESOLVE THE DEPARTMENT’S CONCERNS stated in the previous analysis of hill as
introduced/amended

FURTHER AMENDMENTS NECESSARY .

DEPARTMENT POSITION CHANGED TO

REMAINDER OF PREVIOUS ANALY SISOF BILL ASINTRODUCED/AMENDED STILL APPLIES.
X OTHER - See comments below.

SUMVARY OF BILL

Under the Personal Incone Tax Law, this bill would renove the January 1, 1999,
sunset date on the issuance of qualified small business stock, thereby making the
excl usi on per manent.

SUMVARY OF AMENDMENT

The June 15, 1999, anendnent renpved intent |anguage and inserted the provision
relating to small business stock discussed in this analysis.

EFFECTI VE DATE

As a tax levy, this bill would be effective upon enactnent and operative for
taxabl e years begi nning on or after January 1, 1999.

LEG SLATI VE H STORY

SB 671 (Ch. 881, Stats. 1993) enacted this capital gain exclusion; SB 1805 (Ch.
1243, Stats. 1994) codified act |anguage from SEC. 28 of Senate Bill 671 (Stats.
1993, Chapter 881), relating to application of federal regulations to California's
"stand al one" provision for a 50% exclusion of capital gains fromthe sale or
exchange of qualified small business stock; SB 715 (Ch. 952, Stats. 1996) adopt ed
the federal definition of “domestic corporation” (a corporation created or
organized in the U S. or any state) and al so made techni cal, nonsubstantive
changes that nerely elim nated superfluous |anguage; and SB 30 (current session)
contains an identical provision to renove the January 1, 1999, sunset date.
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SPECI FI C FI NDI NGS

Under both federal and California | aw, noncorporate investors may exclude
50% of the gain realized and recogni zed on the sale or exchange of qualified
smal | busi ness stock which has been held for nore than five years. The
anount that a taxpayer may exclude as gain with respect to qualified snal
busi ness stock issued by the sane issuer is limted to $10 mllion ($5
mllion for married individuals filing separate returns) or 10 tines the
taxpayer’'s original basis in the stock of the issuing corporation

To qualify as small business stock for federal purposes, the stock nust be
that of a “C’ corporation whose total gross assets (treating all nenbers of
the sanme parent-subsidiary controlled group as one corporation) at all tines
after August 10, 1993, and before the date of issuance, as well as

i medi ately after the date of issuance, do not exceed $50 mllion. The
corporation also nmust neet certain reporting requirenents. In addition
during substantially all of the taxpayer’s holding period for the stock, the
corporation issuing the stock (other than certain excluded corporations)
must neet an active business test. Al so, the taxpayer claimng the exclusion
must have acquired the stock at its original issuance for noney or other
property (not including stock) or as conpensation for services provided to

t he corporation.

In order to qualify as California qualified small business stock, however,
the issuer nust nmeet the follow ng additional rules:

1. Have issued the stock before January 1, 1999;
2. Be doing business in California at all times on or after July 1, 1993;

3. Before the issuance of the stock, nust have assets of $50 mllion or |ess
when nmeasured as a controlled group using nodified federal rules; and

4. Must have at |east 80% of the total dollar value of its payrol
attributable to enploynent |ocated in California.

For both federal and California purposes, one-half of the anount of gain
excluded is treated as a preference itemunder the alternative mni mumtax
(AMT) .

This bill would renmove the California | aw sunset date of January 1, 1999, on
the issuance of qualified small business stock, thereby making the excl usion
per manent .

One-half of the amobunt of gain excluded under this provision would continue
to be treated as a preference itemunder the alternative mninmmtax (AM).

| npl ement ati on Consi derati ons

I mpl ementing this proposal would not significantly affect the departnment’s
prograns and operations.
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Fi scal

| npact on State Budget

Depart nental Costs

This bill would not significantly inpact the departnent’s costs.

Tax Revenue Esti mate

The revenue inpact of this bill is estimated to be as shown in the
foll owing table:

Revenue | npact of SB 30
Amended January 27, 1999

$ MIlions
2003-4 2004-5 2005-6
$(3) $(37) $(44)

Thi s anal ysis does not consider the possible changes in enpl oynent,
personal income, or gross state product that could result fromthis
neasur e.

Tax Revenue Di scussion

The revenue inpact of this nmeasure depends on the anpunt invested in
qualified stock, the rate of growh of nmarket value of qualified
stock, and the ampunt of gain realized during the relevant time

peri ods.

The anount invested in qualified stock was estinmated from data

provi ded by the Western Association of Venture Capitalists (WAVC) and
from academ c research (Poterba, National Tax Journal, Vol XLII). The
original analysis of the small business stock exclusion (1993) was
based on investnment data for the period 1991, a recession year. It
was assuned that the long-termtrend that was exhibited prior to 1988
woul d resunme by 1996. Recent investnent data provided by WAVC show
that is the case.

It was assunmed that half of the qualified firnms would survive the
first five years. Surviving conpani es’ stock val ues were approxi mat ed
using an annual growth rate of 40% The historical pattern of

prof essi onal venture capital hol ding periods was adjusted to take into
account behavioral inplications of the proposed extension of the

excl usi on.

The pattern of revenue |osses shown in the table reflects the
increnmental inpact of elimnating the current | aw sunset date. The
current | aw exclusion is expected to result in increasingly |arger
revenue | osses, approaching alnmost $50 mllion by fiscal year 2002-3,
and then current |aw | osses are expected to drop to $17 mllion in
2004-5 and continue declining thereafter because of the current sunset
date. This bill would result in a resunption of the increasingly

| arger loss pattern exhibited prior to the sunset date.
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For example, the current |aw exclusion is expected to result in
revenue | osses of $17 mllion for fiscal year 2004-5. |If this bil
beconmes | aw, the total |osses would approach $54 nmillion for the first
full year inpact (fiscal year 2004-5) for an increnental revenue |oss
of $37 million as shown in the table. Only a partial year inpact of a
net additional loss of $3 million is shown for fiscal year 2003-4.

BOARD PCSI TI ON

At its March 23, 1999, neeting, the Franchise Tax Board voted 2-0 to take a
neutral position on the February 19, 1999, version of SB 30, which contained an
i dentical provision



